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Subject: HB 637 Fiscal Note

One of the witnesses in the hearing on this bill, Roger Hagan, presented an estimate of
the annual fiscal impact that is smaller than the estimate in the fiscal note. Mr. Hagan’s
estimate used a lower tax rate and lower salary figures. This memo explains the
differences. '

Tax Rate

Most members of the National Guard and Reserve have other jobs and income. If their
military salaries are exempted from state tax, they will continue to pay tax on their other
incomes. The difference in tax is the difference in salary multiplied by the marginal tax
rate. The marginal tax rate is the rate from the rate table that is applied to an additional
dollar of income. The fiscal note used the actual average marginal tax rate from 2005
full year resident returns, 5.44%.

The 3.98% rate Mr. Hagan used is the average effective rate reported in the
department’s Biennial Report. The average effective rate is tax divided by adjusted
gross income. The average effective rate is always lower than the marginal rate
because the marginal rate rises with income and because the average effective rate is
based on gross income before deductions and exemptions are subtracted to give
taxable income.

The average effective rate would be the correct rate to use to calculate the impact of
exempting all income of a group of taxpayers. For a proposal to exempt a portion of
income, such as HB 637, the marginal rate should be used.

National Guard Salary

Mr. Hagan estimated the National Guard salaries that HB 637 would exempt to be $31.3
million by multiplying estimates of the number of Guard and Reserve members by
estimates of average daily salary and average annual days of duty.

The fiscal note used actual 2006 Montana National Guard payroll of $33.7 million, which
is slightly higher than Mr. Hagan’s estimate.
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Reserve Salary

In preparing the fiscal note, | was able to obtain the number of reservists but not payroll.
| assumed the same average annual salary as for National Guard members, and
estimated annual payroll of $9.3 million.

Mr. Hagan used lower estimates of both the number of reservists and average annual
salary to get estimated annual payroll of $5.85 million.

Both numbers are estimates, and it is not clear which is the better estimate. Using Mr.
Hagan’s estimate would reduce the annual fiscal impact by $188,000 (5.44% x $3.45
million).
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